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Arbitrage and Private Activity Restrictions Applicable to Tax-
exenpt Bonds |ssued by State and Local Governnents; |nvestnent-
type Property (prepaynent); Private Loan (prepaynent).

AGENCY: Internal Revenue Service (IRS), Treasury.

ACTION: W thdrawal of previous notice of proposed rul emaking;
notice of proposed rul emaki ng and notice of public hearing.
SUMVARY: Thi s docunent contains proposed anendnents to the fina
regul ations on the arbitrage and private activity restrictions
applicable to tax-exenpt bonds issued by State and | ocal
governnents. The proposed anmendnents affect issuers of tax-
exenpt bonds and provi de gui dance on the definitions of

I nvestment-type property and private | oan to help issuers conply
with the arbitrage and private activity restrictions. This
docunent al so provides notice of a public hearing on these
proposed regul ati ons. The previous notice of proposed rul emaking
(REG 113526-98), published on August 25, 1999, relating to
arbitrage and related restrictions applicable to tax-exenpt bonds
I ssued by State and | ocal governnents, is wthdrawn.

DATES: Witten or electronic comments nust be received by July
16, 2002. CQutlines of topics to be discussed at the public
heari ng schedul ed for Septenber 24, 2002, at 10 a.m, nust be
recei ved by Septenber 10, 2002.



ADDRESSES: Send submi ssions to: CC I TA:RU (REG 105369-00), room
5226, Internal Revenue Service, POB 7604, Ben Franklin Station,
Washi ngton, DC 20044. Subm ssions may be hand delivered between
the hours of 8 aam and 5 p.m to: CC | TA RU (REG 105369-00),
courier’s desk, Internal Revenue Service, 1111 Constitution
Avenue NW, Washington, DC. Alternatively, subm ssions nmay be
made el ectronically to the IRS Internet site at wwwirs.gov/regs.
The public hearing will be held in the Auditorium Internal
Revenue Buil ding, 1111 Constitution Avenue NW, Washi ngton, DC.
FOR FURTHER | NFORMATI ON CONTACT: Concerni ng the proposed
regul ati ons, Johanna Som de Cerff, (202) 622-3980; concerning
subm ssions and the hearing, Sonya Cruse, (202) 622-7180 (not
toll-free nunbers).
SUPPLEMENTARY | NFORVATI ON:
Backgr ound

Thi s docunent contains proposed anendnents to 26 CFR part 1
(the proposed regulations). On August 25, 1999, the IRS
published in the Federal Register a notice of proposed rul emaking
(REG 113526-98) (64 FR 46320) (the 1999 proposed regul ati ons)
proposing to nodify 81.148-1(e) of the Inconme Tax Regul ations to
establish which prepaynents for property or services give rise to
I nvestment-type property under section 148(b)(2)(D) of the
I nternal Revenue Code (Code). Nunerous witten comments
responding to the 1999 proposed regul ati ons were received, and a
public hearing was held on January 12, 2000. |In response to the

extensive comments, particularly wwth regard to certain natura
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gas prepaynent transactions discussed bel ow, the 1999 proposed
regul ati ons are wi thdrawn and anendnents to 81.148-1(e) are
proposed in accordance with this notice of proposed rul emaki ng.
This notice of proposed rul emaki ng al so proposes correspondi ng
anmendnments to 81.141-5(c)(2) (relating to the private | oan
financing test).

Expl anati on of Provisions

l. Existing Definition of Investnent-type Property

Wth certain exceptions, section 148 prohibits the use of
proceeds of a tax-exenpt bond issue to acquire investnent
property with a yield that materially exceeds the yield on the
I ssue. Section 148(b)(2)(D) provides that the term investnent

property includes investnent-type property. Section 148(b)(2)(D)

was added to the Code by the Tax Reform Act of 1986, Pub. L. No.
99-514, 100 Stat. 2085 (1986) (1986 Act). The Conference

Comm ttee Report states that the | egislation "expands the types
of investnments of bond proceeds that are subject to the arbitrage
restrictions to include all investnent-type property (including
ot her than customary prepaynents)...." H R Conf. Rep. No.

99-841, pt. 2, at 745.

As an econom c matter, prepaynents for property or services
generally contain a built-in investnent return. That is, if a
buyer of property or services nmakes a cash paynent to the seller
I n advance of the seller's performance, the buyer may expect to
receive an inplicit investnent return based on the tine value of

noney. |In the case of a prepaynent financed with tax-exenpt bond



proceeds, the presence of a built-in investnment return raises the
I ssue of whether the prepaynent gives rise to investnent-type
property.

The existing regulations, at 81.148-1(e)(2), contain rules
for determ ning when a prepaynent for property or services
results in investnment-type property. Under that provision, a
prepaynent generally gives rise to investnent-type property if a
princi pal purpose for prepaying is to receive an investnent
return fromthe tine the prepaynent is nmade until the tine
paynment ot herw se woul d be made. However, a prepaynent does not
give rise to investnent-type property under the existing
regulations if (1) it is made for a substantial business purpose
ot her than investnent return and the issuer has no commercially
reasonabl e alternative to the prepaynent (the business purpose
exception); or (2) prepaynents on substantially the sanme terns
are made by a substantial percentage of persons who are simlarly
Situated to the issuer but who are not beneficiaries of tax-
exenpt financing (the customary exception).

[1. 1999 Proposed Anendnents to the Definition of |nvestnent-
type Property

The 1999 proposed regul ati ons proposed a nodification to
81.148-1(e)(2) to establish that a prepaynent of a contract for
property or services that is nmade after the date that the
contract is entered into can give rise to investnent-type
property. This nodification was proposed in |ight of the opinion

in Gty of Colunbus v. Comm ssioner, 112 F.3d 1201 (D.C. Cr




1997), which concluded that a 1994 prepaynent by a city of its
I ndebt edness to a state did not constitute a prepaynent for
property the city acquired in 1967. The proposed anendnent to
81.148-1(e)(2) addressed only the narrow i ssue of whether a
prepaynent for property or services after the execution of a
contract to buy the property or services can give rise to

i nvest nent-type property.

Comment ators generally agreed with the suggestion that a
prepaynent for property or services can occur after the date the
purchase contract is executed. The proposed regul ations retain
t he proposed change to 81.148-1(e)(2), with clarifying
nodi fications that are consistent with this concept.

[11. Definition of Investnent-type Property in the Proposed
Requl ati ons

Al t hough comentators generally agreed with the 1999
proposed anmendnents to 81.148-1(e)(2), they requested additiona

clarification of other aspects of the definition of investnent-

type property. After considering all of the coments, Treasury
and the I RS have determ ned that additional changes to the
definition are needed to provide certainty to issuers and the IRS
in a mnner that is consistent with the broad scope of the

I nvest ment-type property concept. To allow for public coment,

t hese additional changes are issued in proposed form

Furthernore, to provide issuers with imedi ate certainty, issuers
may rely on the proposed regulations to the extent specified

bel ow.



Comment ators generally did not recommend nodifying the basic
framework for determ ning whether a prepaynent gives rise to
I nvestment -type property under 81.148-1(e)(2). The proposed
regul ations retain this basic structure, but nmake certain
nodi fications. In particular, the proposed regul ations: (1)
anend the busi ness purpose exception; (2) retain the customary
exception in its present form (3) add an exception for certain
prepaynments by municipal utilities to acquire a supply of natural
gas; and (4) add a de mnims exception for prepaynents nade
Wi thin 90 days of delivery of the property or services. 1In
addi tion, the proposed regul ations state that the Comm ssioner
may, by published gui dance, set forth additional circunstances in
whi ch a prepaynent does not give rise to investnent-type
property.

A Busi ness pur pose exception

As indicated, the existing regulations provide that a
prepaynent does not give rise to investnent-type property if it
I's made for a substantial business purpose other than investnent
return and the issuer has no conmmercially reasonable alternative
to the prepaynent. This provision, which was intended to be a
narrow exception to the definition of investnent-type property,
has raised difficult interpretive questions. For exanple, in
many instances it may be uncl ear whether the alternatives
available to the issuer are “comercially reasonable.”

Comment at ors suggested certain changes to the provision to

clarify its application. For exanple, they suggested that a



prepaynent shoul d be considered made for a substantial business
pur pose ot her than investnent return if the effect of the
prepaynent is (1) to fix the price of the property or service,

(2) to assure a supply of the property or service, (3) to
guarantee delivery of the property or service at a |location
favorable to the issuer, or (4) to enable the issuer to obtain a
price discount that materially exceeds the investnent return that
coul d be earned between the tine the prepaynent is nade and the
time the property or services are delivered. Commentators
suggested that an alternative should be viewed as “comrercially
reasonable” if it is reasonably available to the issuer, it would
achi eve the sane substantial business purpose as the prepaynent
except that no investnment return is received, and it is not nore
expensi ve by an anmount that materially exceeds the investnent
return fromthe prepaynent. Some commentators recommended that a
saf e harbor be added under which an alternative would not be
considered comercially reasonable if the cost of the alternative
exceeded the cost of the prepaynent by a specified anbunt on a
present val ue basis.

Treasury and the IRS have considered these suggested factors
and have concl uded that they do not, in and of thenselves,
represent adm ni strable standards for distinguishing between
prepaynents that are nmade primarily for arbitrage purposes and
those that are not. That is, a prepaynent transaction may
contain one or nore of these features, even if it is primarily

arbitrage-notivated. Therefore, the proposed regul ati ons do not



adopt these suggested anendnents. Neverthel ess, as discussed

bel ow, these factors are taken into account, together with al

the other facts and circunstances, in determ ning whether a
prepaynment satisfies the business purpose exception as revised by
t he proposed regul ati ons.

In this regard, the proposed regul ati ons anend the busi ness
pur pose exception in order to clarify that it is to be applied
narromy in a manner that is consistent with the broad scope of
the investnent-type property concept. |In particular, under the
proposed regul ati ons a prepaynent neets the business purpose
exception if the facts and circunstances clearly establish that
the primary purpose for the prepaynent is to acconplish one or
nore substantial business purposes that (1) are unrelated to any
I nvestnment return based on the tine value of noney, and (2)
cannot be acconplished wi thout the prepaynent. This exceptionis
I ntended to be very narrow and to apply only in very unique
circunstances, such as the situation illustrated by an exanple in
t he proposed regul ati ons.

B. Cust omary exception

As indicated, the existing regulations provide that a
prepaynent does not give rise to investnent-type property if
prepaynents on substantially the sane terns are made by a
substanti al percentage of persons who are simlarly situated to
the i ssuer but who are not beneficiaries of tax-exenpt financing.

This provision inplenents the | egislative history cited above



that indicates that customary prepaynents should not result in
i nvest nent-type property.

Comment at ors suggested that a safe harbor be added for
determ ning a “substantial percentage” of simlarly situated
persons. However, Treasury and the I RS have concl uded that the
determ nation of whether a transaction is customary is
appropriately nmade on a case-by-case basis, taking into account
all the facts and circunstances, rather than by reference to a
preci se mathematical formula or predeterm ned percentage.
Therefore, the proposed regul ati ons do not adopt this suggested
change.

Comment ators al so recommended that the “substanti al
per cent age” requi renent should be deened satisfied if a
substantial nunber of simlarly situated persons who are not
beneficiaries of tax-exenpt financing make a simlarly sized
prepaynment. The proposed regul ati ons do not adopt this coment
because the incidence of a particular nunber of transactions by
simlarly situated persons may not establish that the transaction
Is customary if those persons represent only a small percentage
of all the simlarly situated persons.

Finally, sone comrentators suggested that the customary
exception should be automatically satisfied if the issuer and the
supplier of the property or services certify reasonably and in
good faith that its requirenments are net. The proposed
regul ati ons do not adopt this comment because a certification by

the parties to a transaction should not be sufficient to



establish the | egal conclusion that the transaction neets the
requi renents of the exception

C. Certain prepaynents to acquire a supply of natural gas

The preanble to the 1999 proposed regul ations identified
certain transactions involving the i ssuance of bonds to prepay
for a supply of natural gas and the sinultaneous execution by the
I ssuer of a comodity swap under which the issuer receives fixed
paynments and nakes vari abl e paynents based on an index. The 1999
preanbl e stated that Treasury and the I RS were concerned that the
transactions create investnent-type property and requested
comments on the transactions.

Most, but not all, of the commentators di sagreed with the
suggestion that the identified transactions should result in
I nvestment-type property. They stated that deregul ation of the
natural gas industry has threatened the ability of nunici pal
utilities to obtain a secure supply of natural gas on
comercially reasonable terns. They stated that the natural gas
prepaynent transactions are necessary to obtain a guaranteed
supply of natural gas on favorable terns in |ight of
deregul ati on

The proposed regul ati ons add an exception to the definition
of investnent-type property for certain natural gas prepaynents
that are nmade by or for one or nore utilities that are owned by a
governnmental person, as defined in 81.141-1(b) (for exanple,
where a joint action agency acquires a natural gas supply for one

or nore nunicipal gas or electric utilities). The exception
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applies only if at |east 95 percent of the natural gas purchased
with the prepaynment is to be consuned by retail custoners in the
service area of a municipal gas utility, or used to produce
electricity that will be furnished to retail custoners that a
muni ci pal electric utility is obligated to serve under state or
Federal law. For this purpose, the service area of a mnunici pal
gas utility is defined as (1) any area throughout which the
muni ci pal utility provided (at all tinmes during the five-year
period ending on the issue date) gas transm ssion or distribution
service, and any area that is contiguous to such an area, or (2)
any area where the nmunicipal utility is obligated under state or
Federal law to provide gas distribution services as provided in
such law. |Issuers may apply principles simlar to the rules of
81.141-12 in order to cure a violation of this 95 percent
requirenent.

A transaction will not fail to qualify for this exception by
reason of any comodity swap contract that nmay be entered into
between the issuer and an unrelated party (other than the gas
supplier), or between the gas supplier and an unrel ated party
(other than the issuer), so long as each swap contract is an
I ndependent contract. For this purpose, a swap contract is an
I ndependent contract if the obligation of each party to perform
under the swap contract is not dependent on performance by any
person (other than the other party to the swap contract) under
anot her contract (for exanple, a gas supply contract or another

swap contract).
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Comments are requested on the exception for natural gas
prepaynments in the proposed regulations, including the definition
of service area and the workability of the 95 percent test.

D. De mnims prepaynents

Comment ators recommended adding to the regul ati ons a de
mnims exception under which prepaynents that are made in snal
anounts or shortly before the property or services are delivered,
woul d be disregarded. Treasury and the I RS recogni ze that
prepaynents nmade shortly before the property or services are
delivered are unlikely to be arbitrage-notivated. Based on this
consideration, and to provide adm nistrative certainty, the
proposed regul ati ons add an exception for prepaynents that are
made within 90 days of the date of delivery of the property or
services. However, the proposed regul ations do not provide an
exception for small prepaynents because a prepaynent nmay be nade
primarily for arbitrage purposes even if it is a small anount.

E. Timng msmatch between paynent and delivery of property or
services

The preanble to the 1999 proposed regul ati ons requested
comments regarding the proper treatnent of contracts that provide
for a timng msmatch between the buyer’s cash paynents and the
seller’s delivery of property or services.

Comment ators generally expressed the view that, depending on
the particular facts, paynents nade over tine may give rise to
I nvest nent-type property when the paynent schedul e does not match

the schedule for the provision of property or services. The
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commentators did not reconmend any changes to the regul ati ons on
this issue. Treasury and the IRS have determ ned that 81.148-
1(e)(2) appropriately addresses m snmatches in paynent and
delivery obligations. Therefore, the proposed regul ati ons do not
propose any anendnents in this regard.

F. Prepaynents of capital charges

Some comment ators recommended that the regul ati ons be
nodi fied to provide that a prepaynent does not give rise to
I nvestment-type property if it is in substance a reinbursenent to
a seller of all or a portion of the seller’s capital costs of a
specific, tangible project through which the seller produces or
delivers a service or coimmodity. The proposed regul ati ons do not
contain a specific exception for prepaynents that reinburse a
seller for its capital costs because a prepaynent may be nade
primarily for arbitrage purposes even if it effectively
rei nburses the seller for capital costs. Nevertheless, this
factor is taken into account, together with all the other facts
and circunstances, in determ ning whether a prepaynent neets the
busi ness pur pose exception.

| V. Private Loans

Wth certain exceptions, interest on an issue that neets the
private | oan financing test is not excluded from gross incone.
Under section 141(c), an issue generally neets the private | oan
financing test if nore than the lesser of 5 percent or $5 mllion
of its proceeds are used to nmake | oans to nongover nnment al

persons. Section 1.141-5(c)(1) states that, for purposes of the
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private |loan financing test, a loan may arise fromthe direct

| endi ng of bond proceeds or may arise fromtransactions in which
i ndirect benefits that are the econom c equivalent of a |oan are
conveyed. Thus, the determ nation of whether a |oan is nmade
depends on the substance of a transaction rather than its form
See also HR Conf. Rep. No. 99-841, pt. 2, at 692.

The existing regulations, at 81.141-5(c)(2)(ii), provide
that a prepaynent for property or services generally is treated
as a loan for purposes of the private loan financing test if a
princi pal purpose for prepaying is to provide a benefit of tax-
exenpt financing to the seller. However, under the existing
regul ati ons a prepaynent is not treated as a | oan for purposes of
the private loan financing test if (1) it is nade for a
substanti al busi ness purpose other than providing a benefit of
t ax-exenpt financing to the seller and the issuer has no
comercially reasonable alternative to the prepaynent; or
(2) prepaynents on substantially the sane terns are nmade by a
substanti al percentage of persons who are simlarly situated to
the i ssuer but who are not beneficiaries of tax-exenpt financing.
The proposed regul ati ons anend the private | oan provisions of
81.141-5(c)(2) to conformto the anmendnents to the definition of
I nvestment-type property in this notice of proposed rul emaki ng.
Proposed Effective Date

The proposed regulations will apply to bonds sold on or
after the date of publication of final regulations in the Federa

Regi ster. However, issuers nmay apply the proposed regulations in
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whol e, but not in part, to any issue that is sold on or after the
date the proposed regul ations are published in the Federal
Regi ster and before the effective date of the final regul ations.

Speci al Anal yses

It has been determined that this notice of proposed
rul emaking is not a significant regulatory action as defined in
Executive Order 12866. Therefore, a regulatory assessnent i s not
required. It has also been determ ned that section 553(b) of the
Adm ni strative Procedures Act (5 U S.C. chapter 5) does not apply
to these regul ati ons, and, because the regul ati ons do not inpose
a collection of information on small entities, the Regul atory
Flexibility Act (5 U . S.C. chapter 6) does not apply. Pursuant to
section 7805(f) of the Code, this notice of proposed rul emaki ng
will be submtted to the Chief Counsel for Advocacy of the Snal
Busi ness Admi nistration for cooment on its inpact on small
busi ness.
Comments and Public Hearing

Bef ore these proposed regul ati ons are adopted as fi nal
regul ati ons, consideration will be given to any witten coments
that are submtted tinely (preferably a signed original and ei ght
copies) to the IRS. The Treasury Departnment and IRS specifically
request comments on the clarity of the proposed rules and how
they may be nmade easier to understand. Al comrents wll be
avai | abl e for public inspection and copying.

A public hearing has been schedul ed for Septenber 24, 2002,

at 10 a.m in the Auditorium Internal Revenue Building, 1111

15



Constitution Avenue, NW, Wshington, DC. Because of access
restrictions, visitors will not be admtted beyond the | obby nore
than 30 mi nutes before the hearing starts.

The rules of 26 CFR 601.601(a)(3) apply to the hearing.

Persons who wi sh to present oral coments at the hearing
must submt witten comments by July 16, 2002, and submt an
outline of the topics to be discussed and the anount of tine to
be devoted to each topic by Septenber 10, 2002.

A period of 10 minutes will be allotted to each person for
maki ng conments.

An agenda show ng the scheduling of the speakers will be
prepared after the deadline for receiving outlines has passed.
Copi es of the agenda will be available free of charge at the
heari ng.

Drafting Information

The principal authors of these regul ations are Rebecca L.
Harrigal and Johanna Som de Cerff, Ofice of Chief Counsel
(TE/CGE), IRS, and Stephen J. Watson, Ofice of Tax Policy,
Treasury Departnent. However, other personnel fromthe IRS and
Treasury Departnent participated in their devel opnent.

Li st of Subjects in 26 CFR Part 1

I ncone taxes, Reporting and recordkeeping requirenents.
Proposed Amendnents to the Regul ations

Accordingly, 26 CFR part 1 is proposed to be anended as
fol | ows:

PART 1--1NCOVE TAXES
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Paragraph 1. The authority citation for part 1 continues to
read in part as follows:

Authority: 26 U S.C. 7805 * * *

Par. 2. In 81.141-5, paragraph (c) is anended as foll ows:

1. Paragraph (c)(2)(ii) introductory text is revised.

2. Paragraph (c)(2)(ii)(A) is revised.

3. Paragraph (c)(2)(ii)(B) is amended by renoving the period
at the end of the paragraph and adding a semicolon in its place.

4. Paragraphs (c)(2)(ii)(©, (c)(2)(ii)(D, and (c)(2)(iii)
are added.

The revisions and additions read as foll ows:

81.141-5 Private |loan financing test.

* * % * *
(C) * * *
(2) * * *

(ii1) Certain prepaynents treated as | oans. Except as

ot herwi se provided, a prepaynent for property or services,
i ncluding a prepaynent for property or services that is nade
after the date that the contract to buy the property or services
Is entered into, is treated as a | oan for purposes of the private
| oan financing test if a principal purpose for prepaying is to
provi de a benefit of tax-exenpt financing to the seller. A
prepaynent is not treated as a | oan for purposes of the private
| oan financing test if--

(A) The primary purpose for the prepaynent is to acconplish

one or nore substantial business purposes that--
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(1) Are unrelated to providing any benefit of tax-exenpt
financing to the seller; and

(2) Cannot be acconplished without the prepaynent;

(C The prepaynent is made within 90 days of the date of
delivery to the issuer of all of the property or services for
whi ch the prepaynent is nade; or

(D) The prepaynent neets the requirenments of 8§1.148-
1(e)(2)(ii) (relating to certain prepaynents to acquire a supply
of natural gas).

(iii) Additional prepaynents as permtted by the

Comm ssioner. The Comm ssioner may, by published gui dance, set

forth additional circunstances in which a prepaynent is not
treated as a | oan for purposes of the private | oan financing
test.
* ok x k%

Par. 3. In 81.148-1, paragraphs (e)(1) and (2) are revised
to read as foll ows:

81.148-1 Definitions and el ecti ons.

* * % * *

(e) lLnvestnent-type property--(1) In general. |nvestnent-

type property includes any property, other than property
described in section 148(b)(2)(A), (B), (C or (E), that is held
principally as a passive vehicle for the production of incone.

For this purpose, production of inconme includes any benefit based

on the tinme value of noney.
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(2) Prepaynents--(i) In general. Except as otherw se

provided in this paragraph (e)(2), a prepaynent for property or
services, including a prepaynent for property or services that is
made after the date that the contract to buy the property or
services is entered into, also gives rise to investnent-type
property if a principal purpose for prepaying is to receive an
I nvestnment return fromthe tine the prepaynent is made until the
ti me paynent otherw se would be nade. A prepaynent does not give
rise to investnent-type property if--

(A) The primary purpose for the prepaynent is to acconplish
one or nore substantial business purposes that--

(1) Are unrelated to any investnent return based on the tine
val ue of noney; and

(2) Cannot be acconplished without the prepaynent;

(B) Prepaynents on substantially the sane terns are nade by
a substantial percentage of persons who are simlarly situated to
the i ssuer but who are not beneficiaries of tax-exenpt financing;

(C© The prepaynent is made within 90 days of the date of
delivery to the issuer of all of the property or services for
whi ch the prepaynent is nade; or

(D) The prepaynent neets the requirenents of paragraph
(e)(2)(ii) of this section

(i1) Certain prepaynents to acquire a supply of natural gas

--(A) Ln general. A prepaynent neets the requirenments of this
paragraph (e)(2)(ii) if--
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(1) It is made by or for one or nore utilities that are

owned by a governnental person, as defined in 81.141-1(b)

(municipal utility), to purchase a supply of natural gas; and

(2) At least 95 percent of the natural gas purchased with
the prepaynent is to be consuned by retail gas custoners in the
service area (as defined in paragraph (e)(2)(ii)(B) of this
section) of a municipal utility, or used to produce electricity
that will be furnished to retail electric custoners that a
muni ci pal utility is obligated to serve under state or Federa
law. An obligation that arises solely by reason of a contract is

not an obligation to serve under state or Federal |aw.

(B) Service area. For purposes of paragraph
(e)(2)(ii1)(A)(2) of this section, the service area of a nunicipa
utility shall consist of--

(1) Any area throughout which the nunicipal utility provided
(at all tinmes during the 5-year period ending on the issue date)
gas transm ssion or distribution service, and any area that is
contiguous to such an area; or

(2) Any area where the nunicipal utility is obligated under
state or Federal law to provide gas distribution services as
provided in such | aw.

(C© Commodity swaps. A prepaynent does not fail to neet the

requi renents of this paragraph (e)(2)(ii) by reason of any
commodity swap contract that nmay be entered into between the
I ssuer and an unrel ated party (other than the gas supplier), or

bet ween the gas supplier and an unrelated party (other than the
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I ssuer), so long as each swap contract is an independent
contract. A swap contract is an independent contract if the
obligation of each party to performunder the swap contract is
not dependent on performance by any person (other than the other
party to the swap contract) under another contract (for exanple,

a gas supply contract or another swap contract).

(iii) Additional prepaynents as permtted by the

Comm ssioner. The Comm ssioner may, by published gui dance, set

forth additional circunstances in which a prepaynent does not
give rise to investnent-type property.

(iv) Exanples. The follow ng exanples illustrate the
application of this paragraph (e)(2):

Exanple 1. Prepaynent after contract is executed. |In 1998,
City Aenters into a ten-year contract with Conpany Y. Under the
contract, Conpany Y is to provide services to Gty A over the
termof the contract and in return Gty Awll pay Conmpany Y for
Its services as they are provided. 1In 2004, Gty A issues bonds
to finance a |lunp sum paynent to Conpany Y in satisfaction of
City A's obligation to pay for Conpany Y's services to be
provi ded over the remaining termof the contract. The use of
bond proceeds to nmake the [unp sum paynent constitutes a
prepaynent for services under paragraph (e)(2)(i) of this
section, even though the paynent is nade after the date that the
contract is executed.

Exanple 2. Prepaynent necessary to acconplish substanti al
busi ness purpose. Authority is a governnental unit that
furni shes electricity to the general public. [In 1995, Authority
enters into a 15-year agreenent (the Agreenent) w th Power
Conpany to obtain certain of its power requirenents. |In 2003,
Authority enters into another contract (the Purchase Contract)
wi th Power Conpany to obtain a specified anmount of additional
firmpower through 2013. The rates paid by Authority under the
Purchase Contract are based on a fixed capacity charge, which
refl ects Power Conpany’s average cost of certain plants and
equi pnment, and a vari able energy charge, which reflects Power
Conpany's average system energy costs to operate the utility,
primarily fuel costs. Sinultaneously with entering into the
Purchase Contract, Authority issues a $30 mllion issue with a 6
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percent yield and uses the proceeds to make a | unp sum paynent to
Power Conpany to prepay for the entire fixed capacity charge
under the Purchase Contract. Authority pays the variable energy
charges as energy is actually delivered. Power Conpany reports
the lunp sum paynent for Federal tax purposes as incone fromthe
sale of capacity. Power Conpany also agrees to certain
concessi ons under the Agreenent, including the elimnation of
floors on capacity charges and a noratorium on capacity charge

I ncreases for five years. The discount rate used to conpute the
anount of the prepaynent is 18 percent, conpounded sem -annually.
Power Conpany’s taxable borrowing rate for a | oan of a conparable
size to the prepaynent, with a termthat coincides with the term
of the Purchase Contract, is 8 percent, conpounded sem annually.
The prepaynent all ows Power Conpany to offer a | ow capacity
charge to Authority, yet prevent other whol esale custoners from

t aki ng advant age of the proposal. Under Federal rate-naking

gui delines, if Power Conpany had offered Authority a contract
based on fixed periodic capacity charges, Power Conpany woul d
have been obligated to offer the same capacity charges to its

ot her whol esal e custoners (which woul d have been expected to
accept the offer). Power Conpany is willing to offer Authority
the | ower capacity charge and to nmake the other concessions
because it owns surplus generating capacity. Thus, it is

I nportant to Power Conpany to maintain its custoner base. The

| oss of a significant custonmer such as Authority would require

t hat Power Conpany either succeed in obtaining regulatory
authorization to increase its rates charged to other custoners or
suffer a dimnished return on capital. Power Conpany w || not
buil d additional generating facilities directly or indirectly by
reason of its obligations under the Purchase Contract, and at the
time it entered into the Purchase Contract, it had al ready
incurred capital costs of facilities, which, if allocated to
Authority's demands for energy under the Purchase Contract, would
exceed the up-front capacity
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charge. Under paragraph (e)(2)(i)(A) of this section, the
prepaynent does not give rise to investnent-type property.

* * % * *

Deputy Conm ssioner of Internal Revenue.



